BEFORE THE STATE TAX APPEAL BOARD
OF THE STATE OF MONTANA

GALLAGHER, INC.,
DOCKET NO.: CT-1998-5
Appel | ant,

THE DEPARTMENT OF REVENUE
OF THE STATE OF MONTANA,

FI NDI NGS OF FACT,
CONCLUSI ONS OF LAW
ORDER and OPPORTUNI TY

)
)
)
)
-Vs- )
)
)
;
) FOR JUDI CI AL REVI EW

Respondent .

The above-entitled appeal cane on regularly for
hearing on the 4th day of February, 1999, in the Cty of
Hel ena, Montana, pursuant to the order of the State Tax
Appeal Board of the State of Mntana, (the Board). The
February 4 hearing was adjourned to allow the parties the
opportunity to perform depositions and to exchange
exhibits. The hearing resumed on May 13, 1999. The notices
of said hearings were duly given as required by |aw setting
the cause for hearing. The taxpayer, represented by Walter
Kero and David Geen, certified public accountants, and
St ephen Mehaffey, attorney and certified public accountnat,
presented testinmony in support of the appeal. The
Department of Revenue (DOR), represented by Brendan Beatty,

tax counsel, and Melissa Kopp, an auditor wth the



Corporation License Tax Bureau, presented testinmony in
opposition thereto. At this time and place, testinobny was
presented, and exhibits were received. The Board all owed
the record to remain open for a period of tinme for the
purpose of receiving post-hearing submissions from the
parties. Having received the post-hearing submssions in a
tinely fashion, the Board then took the cause under
advi sement; and the Board having fully considered the
testinmony, exhibits, post-hearing submissions, and all
things and matters presented to it for its consideration by
all parties in the Docket, and being well and fully advised
in the prenises, finds and concludes as follows:
FI NDI NGS OF FACT

1. Due, proper and sufficient notice was given
of this matter, the hearing hereon, and of the tine and
pl ace of said hearing. Al parties were afforded
opportunity to present evidence, oral and docunentary.

2. The issue under appeal is whether or not the
i nvest ment activity of Gal | agher, Inc., a Delaware
corporation, constitutes income apportionable to the state
of Mntana for tax year ending June 30, 1993 through tax
year ending June 30, 1996.
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BACKGROUND OF APPEAL

The issue surfaced as a result of an audit of
Gal | agher, Inc. by the Departnent of Revenue's Corporation
Tax Division. The audit found that the income of
Gal | agher, Inc. constituted business incone and was subject
to apportionment in Montana. That audit resulted in an
additional assessment of approximately $12,736.29. This
decision was affirmed by the Division Admnistrator of the
Corporation License Tax Bureau. The assessnment and interest
totaled $13,585.74 through OCctober 31, 1997. Gallagher
appealed that determination to the Director of the
Department of Revenue. Upon review of additional evidence
presented by Gallagher, Inc., the Director issued a Final
Agency Decision which found that 100 percent of Gallagher’s
incone was subject to apportionnent in Montana. At the
time of the My 13, 1999 hearing before this Board, the

assessment and interest totaled $42, 025.



TAXPAYER S CONTENTI ONS

M. Kero testified that Gallagher, Inc. is a
Del aware corporation with its legal situs in Delaware. The
current sharehol ders are the University of Mont ana
Foundation, the Mssoula Conmunity Hospital Foundation,
Shriners’ Hospital and the Gallagher Foundation. The
current officers include an individual, serving as
president of the corporation, who is also a trust officer
with U S. Bank in Mnneapolis and an attorney in Mssoul a
who serves as vice president. M. Kero serves as
secretary-treasurer. M. Kero stated that the issue at
hand was triggered by a desk audit and review by Bob
Chilton, an auditor with the DOR's Corporation License Tax
Bureau. That audit resulted in an additional assessnent of
approxi mately $12,736.29. (Taxpayer's Exhibit C 32) The
taxpayer appealed that determination to Lynn Chenoweth,
bureau chief of the Corporation License Tax Bureau. M.
Chenoweth agreed with the auditor’s initial findings. The
taxpayer then appealed to the DOR director, Nary Bryson.
Ms. Bryson's ruling resulted in a further assessnment due to
her finding that 100% of the incone in dispute was
apportionable to Mntana.

In 1929, Wlliam J. Gallagher, a Mntana citizen,

started a Caterpillar franchise, Wstnmont Tractor and



Equi prent Conpany, selling Caterpillar tractors and |ogging
equi pnent in western Mntana until 1956. In 1956, WIliam
Gal | agher's son took over the business and formed his own
corporation called Westnont Tractor Conpany.

Also in 1956, the operating assets of the
predecessor to Gallagher, Inc., Wstnont Tractor and
Equi prent  Conpany, liquidated its inventory, accounts
receiveable, all of its operating assets, into cash and
invested that cash into what has become the remaining
assets of the corporation.

M. Kero testified that this course of action was
chosen by M. Gallagher to avoid what he termed “a double
layer of taxation.” M. Gallagher had paid taxes throughout
his years as a business operator and did not wsh to
subject the proceeds of the business liquidation to undue
taxation. Those assets were conprised of stocks and bonds
and a piece of real estate in Flathead County, Montana.
Sonetime during that transition period between an operating
conpany and a hol ding conpany, W J. Gallagher retired and
his son took over the business. In 1995 W J. Gallagher,
the 98 percent shareholder in Gallagher, Inc., died and his
wi dow, Rosemary Gallagher, took over the business and
operated it wuntil approximately February of 1997 when,

according to the dictates of W J.=s wll and trust, the



four charities becane the shareholders in the corporation.

In 1992, Gallagher, Inc. was reorganized and
noved to Delaware through a transaction known as an F
reorgani zation, |RS Code 368. This was a name change but
the corporate and legal donmicile was noved to Delaware.
Del aware, as a state, best represents that state where the
economic activity of the investments, the assets, of
Gal | agher, Inc. takes place.

M. Kero stressed that the economic activity of
Gal | agher, Inc., is interest, dividends and capital gains
and that activity takes place where the investnents are
held, i.e., Delaware. Thus, the econonmic activity of these
investnments takes place largely outside of the state of
Mont ana. First Trust (U S Bank) and Piper Jaffrey,
headquartered in Mnneapolis, were the custodians of the
investments.

Taxpayer's Exhibit 2 contains copies of U S and
Mont ana Corporation License Tax Returns for tax years 1992,
1993, 1994, 1995, 1996 and through February 25, 1997. The
taxpayer presented these returns to show that the section
on the returns where business income (gross receipts of
sales less returns and allowances) is to be reported has
been left blank. This fact denobnstrates that Gallagher,

Inc. is not engaged in an active trade or business. The



income reported on these returns is reported as dividends
and interest. M. Kero pointed out that the taxpayer was
able to benefit froma provision in IRS code which allows a
special deduction for dividends received from donestic
corporations. M. Kero enphasized that the purpose of
Exhibit 2 is to denpnstrate the existence of a clear-cut
distinction between trade or business activities and
i nvest ment activities, which are the activities of
Gal | agher, Inc. under federal tax |aw.

For tax year 1992, the year of Del awar e
incorporation, the taxpayer subnmitted a Montana return
which prorated the taxable incone to reflect its assertion
that the legal and corporate domicile becane the state of
Del awar e. Also for tax year 1992, the taxpayer reported
the sale on a contract for deed of property located in
Fl at head County, Montana, in the anount of $141,937, as the
only economc activity taking place wthin Mntana. This
was an installment sale which was reported as such on
several years' tax returns. The investnent activity for
that year, $2,735,045 was attributed to activity outside
of the state. By this assunption, a property factor
(conmprised of the average value of real property and
tangi bl e personal property) of 5.19 percent was attributed

to Montana. The DOR took issue with this assunption and



renoved the property factor of 5.19 percent in its audit.
Taxpayer's Exhibit Q is a copy of a section from
Bl ack’s Law Dictionary, Sixth Edition, which contains the
definition of “domicile: a person’s l|legal hone. . .~ M.
Kero stated that Gallagher, Inc.’s legal hone is Del awnare.
Also, from Exhibit Q a definition of “comrercial domicile.
A domicile acquired by the nmintenance of a commercial
establishnent. A concept enployed to permt taxation of
property or activity of nonresident corporation by state in
which managerial activities occurred in quantity and
character sufficient to avoid contention of nonresident
corporation that taxation of its activities and property
located outside bounds of taxing state anobunted to
deprivation of property without due process.” Again, from
Exhibit Q a definition of “Business. Enpl oynent ,
occupation, profession, or comercial activity engaged in
for gain or livelihood.” And “Business Enterprise.
| nvest ment of capital, labor and nmmnagenent in an
undertaking for profit; one of the recognized attributes is
centralized managenent and control.” Exhibit Q also
contains a definition of “nexus. A nulti-state
corporation’s taxable income can be apportioned to a
specific state only if the entity has established a

sufficient presence, or nexus, with that state. . “



M. Kero asserted that the inportant distinction
in the present issue is the difference between commercial,
or business, activity and the investnent activities of a
per sonal hol di ng conpany such as Gal | agher, I nc.
Gal | agher, Inc. does not have labor reported in the
production of a trade or comercial enterprise. M. Kero
contended that there is no |abor involved with the function
of assets being invested and being solely held for |ong-
term capital appreciation. “W J. Gallagher, being the
president of Gallagher, Inc., did not go and work for Chase
Manhattan, CitiCorp, etc. He was retired. In order to
make a distinction that Gallagher, Inc. was involved with a
trade or business activity, he would have to have done
those things, or he would have had to have had enpl oyees
under his command and control who were doing such a thing.
That doesn't exist.” (Walt Kero testinobny, State Tax Appeal
Board hearing, May 13, 1999.)

Taxpayer’s Exhi bi t G cont ai ni ng sever al
definitions from Internal Revenue Code, and Taxpayer's
Exhibit H, copies of Code for Principal Business Activity,
and case |aw obtained from Research Institute of Anerica,
Inc., were presented to further the taxpayer’'s contentions
that its investment activities do not constitute a trade or

business and that it is not subject to federal tax |aw



requirements governing dealers in securities and taxation
of capital assets used in the production of incone.

Taxpayer's Exhibit | enbodies a copy of 15-31-
302, MCA, containing the statutory definition of business
i ncone: “(1) Business incone neans incone arising from
transactions and activity in the regular course of the
taxpayer’'s trade or business and includes incone from
tangible and intangible property if the acquisition,
managenent, and disposition of the property constitute
integral parts of the taxpayer's regular trade or business
operation. (2) Commercial donmicile neans the principal
place from which the trade or business of the taxpayer is
directed or nanaged. . . (4) Nonbusiness incone neans all
income other than business income. . .” M. Kero asserted
that Gallagher, Inc. is involved in non-business incone.

In Taxpayer’'s Exhibit C, a copy of a Mrch 18,
1998 letter from the taxpayers to Departnment of Revenue
Director Mary Bryson, in which the taxpayer disputed the
findings of Bureau  Chi ef Lynn  Chenoweth regarding
addi ti onal assessnents due and owi ng, the taxpayer cited a
United States Suprene Court case: Allied Signal v.

Director Division of Taxation, 504 US 768 (1982). This

case concerned the issue of taxation of a capital

transaction of a nonresident corporation. The court found
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the wunitary principle to be governing and relied upon a
three-pronged unitary test developed in Container Corp. V.

Franchise Tax Board, 463 US 159 (1983): 1. Functi onal

integration. 2. Centralization of managenent. 3.
Economi es of scale. The taxpayer contends that functional
integration and econonies of scale do not exist in the case
of Gallagher, Inc. Centralization of managenent would be
the only part of the three-part unitary test that applies.
Taxpayer's Exhibit L contains a citation obtained
from Research Institute of America, Inc., concerning the
Allied Signal case cited above. M. Kero enphasized a
portion of that case in which the United States Suprene
Court stressed that a state may not tax an activity nerely
because it has a connection to the actor it wishes to tax,

there nmust be a connection to the actor’'s activities

(Mller Bros. Co. v. Maryland, 347 U S. 344-345(1954). I'n

the present case, according to M. Kero, the state of
Montana has a connection to W J. and Rosenary Gall agher,

as shareholders and residents of Mntana, but not to the

economic activities of Gal | agher, Inc., a Delaware
cor poration. The corporation itself, Gallagher, Inc., is
separate from the sharehol ders. Its economic activities

take place, for the nost part, outside the state of

Mont ana.
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M. Kero made reference to the appeal of Jewel

Conpani es v. Department of Revenue of the State of Mntana,

CT-1985-4 (Jewel). Jewel's investnment in stock in a
Mexi can subsidiary (Aurerra) was sold, resulting in a
capital gain transaction. The Mntana Departnent of Revenue
attenpted to tax a portion of t hat capital gain
transaction. The final disposition of the case was that
the Department of Revenue was not allowed to tax that
capital gain because the dividends and capital gains incone
from the Mexican subsidiary were earned in the course of
activities unrelated to those carried out in Mntana. The
Mexi can investment was not an integral part of Jewel’'s
Montana activity. Jewel did not have numerous investnents
in the stocks of other conpanies; it did not have close
operational ties to the Mexican conpany, but rather engaged
in normal over si ght and review of t hat conpany’ s
activities. Jewel was not involved in the active trading
of stocks; the dividends and capital gains fromthe Mexican
conpany’'s stock were neither a function of Jewel’'s donestic
business (its operational needs) nor a tenporary investnent
of working capital.

M. Kero asserted that the Jewel finding applies
in the present appeal because “if a unitary relationship

did not exist between Jewel and Aurerra, then it would be
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even nore renmote for the state of Mntana to establish a
unitary relationship between Gallagher, Inc. and its
investnents. It would be very, very difficult. In fact,

in ny mnd, it would be inpossible. Gal | agher, Inc.’'s
board of directors did not share commpn associations with
the board of directors of Hormel Meats, CitiBank, Boeing,
even Montana Power.”

Exhibit O is a copy of a State Corporate Tax
| ssues Practice Cuide which, according to M. Kero, is used
by the Anerican Institute of Certified Public Accountants
as a guide in determning whether or not a state has nexus
and the appropriate reporting of economic activity and
taxabl e transactions. A series of 65 questions, to be
answered yes or no, serve as a guide in determnation by
tax preparers as to whether or not nexus exists with a
state. The taxpayer answered only four of the 65 questions
in the affirmative during the time period of audit: is the
corporation currently filing with the state? (Mntana and
Del aware); has the corporation ever executed contracts in
the state? (real estate contract in Flathead County); has
the corporation previously filed income tax returns in the
state?; and does the corporation nmamintain a security
interest/nortgage in property until the contract price or

anount borrowed has been pai d?
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M. Kero presented nunmerous exhibits on the
subj ect of non-business versus business income in support
of his contention that Gallagher, Inc. is not involved with
an active trade or business and that its holding conpany
activity is not business incone. Under the rules adopted
by the multi-state tax conpact and definitions under the
Uni form Division of Income for Tax Purposes (UDI TPA), non-
business incone is to be reported to the state of
commercial domicile. Since there is no commercial domicile
for the taxpayer, the non-business incone should be taxed
to the state of commercial and |egal domicile, the state of
Del awar e. The taxpayer asserts that it does not have
enpl oyees other than a corporate officer, it does not have
inventory for resale to customers, it does not have
accounts receivable representing sales of goods or the
furnishing of services to custoners and it does not have a
line of credit or other debt instruments used in financing
a business activity. Gal | agher, Inc. is not registered
with the State Auditor’'s Ofice under the investnent
section as a dealer in securities and is not registered
with the Montana Secretary of State as a corporation as it
has no need for registration in Muntana in order to protect
assets, or provide opportunities and benefits.

Taxpayer's Exhibit X is a Novenmber 18, 1998

14



letter from Rosemary Gallagher to the State Tax Appeal
Board in which she states that “First over the last twenty
five years both W J. Gallagher and nyself spent the nonths
of Cctober through April at a second residence in Southern
Cal i forni a. Second investrment activities of Gallagher,
Inc. were directed by W J. and nyself from our California
residence while we were located here. Third, | was a
corporate officer and sharehol der of GALLAGHER, Inc. until
February 1997. The purpose of this information is to put
on record significant facts to be used in the appeal of
Mont ana Departnment of Revenue “Agency decisions” and the
“final determnation by the Department of Revenue” in
regards to the corporate |icense tax proposed and assessed

agai nst Gal | agher Inc. In addition to submtting this
letter, M. Kero testified that his conversations wth
Rosemary Gal |l agher revealed that WJ. Gallagher only spent
approximately two hours per week nanaging the investnent
activity of Gallagher, Inc.; perhaps less than that because
W J. and Rosemary Gal |l agher had nunerous other investnents
besi des those held by Gallagher, Inc., and some of that two
hours per week was devoted to the other investments.
Taxpayer’'s Exhibit Ris a copy of the 1998 Annual
Report of D. A. Davidson. M. Kero submitted this exhibit

as a denpnstration of the difference between a securities
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dealer, D. A Davidson & Co., Inc., involved in the active
busi ness of securities and the taxpayer, a personal holding
conpany whose activity is investments. D. A Davidson is
required to hold a securities |icense. The taxpayer is not.

The taxpayer took issue with the failure of
Departnment of Revenue Directory Mry Bryson to issue the
Final Agency Decision wthin the 60 day tine frame
prescribed by Section 15-1-211 (4) (c) “. . . Wthin 60
days after the taxpayer has presented objections, the
director or the designee shall issue a witten decision
addressing the objections and describing reasons for the
deci si on. The director's decision is the final decision
and assessment of the department.” By M. Kero's
reckoning, Ms. Bryson’'s decision was issued between 68 and
77 days after the taxpayer presented its objections.

The taxpayer's post-hearing brief, received by
this Board on June 18, 1999, contained many of the same
argunents enunerated above concerning the issues of the
definition of domicile, nexus, trade or business, and the

Jewel Conpani es case.

DEPARTMENT OF REVENUE' S CONTENTI ONS

The DOR argued that Gallagher, Inc. had nexus

16



with Mntana due to the sinple fact that it nanaged and
directed its affairs from Mntana and owned property in
Montana. It also managed its affairs part of the year from
California yet no returns were filed in California.

M. Beatty argued that the establishment of nexus
is a fairly low standard. It is some minimal connection
with the taxing state. In this case, a shareholder (W J.
Gal |l agher) was a paid enployee of the corporation and
directed and managed the affairs of the corporation from
M ssoul a, Mont ana. That fact established nexus wth
Mont ana.

M. Beatty stated that the issues raised by the
taxpayer concerning whether or not the subject incone is
business or non-business incone or whether or not the
subj ect corporation is unitary or non-unitary are
irrel evant. The comercial domicile is Mntana. Its
activities were managed and directed from an office in
M ssoula, Mntana. The DOR has deternined that the income
is business income. However, if for sone reason, it was
deternmined to be non-business income, the income would be
allocated to the state of commercial donmicile which, in
this case, is the state of Mntana.

Ms. Kopp testified that the DOR position is that

the business activity of Gallagher, Inc., investing, is

17



directed and nmanaged in Montana. Gal | agher, Inc. has not
established nexus with any other state nor has it filed
incone tax returns in any other state. The commrerci al
domicile is the state of Mntana and, consequently, 100
percent of the income should be apportioned to Mntana.

DOR Exhibit D is a spreadsheet showing the
additional taxes due as a result of the DOR finding that
100 percent of the incone at issue is taxable to Montana.
This docunent shows a total of $42,025 due and owi ng,
including interest as of My 15, 1999. Ms. Kopp testified
that she obtained the information used to calculate the
addi ti onal assessment from the returns filed by Gallagher,
Inc. for the years ending June 30, 1993 through June 30,
1996, the tax years at issue.

Section 15-31-302, MCA, contains definitions for
corporations who are subject to taxation within Montana.
The term “commercial domicile” is defined in this section:
“Commercial domicile neans the principal place from which
the trade or business of the taxpayer is directed or
managed. " The commercial donmicile of Gallagher, Inc. is
Mont ana because its business (investing) was directed and
managed from Montana, the accounting and tax preparation
was done in Mntana, the officers, directors and enpl oyees

resided in Muntana during the audit period.
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The corporation also naintained a tel ephone. This
information was obtained through review of the filed
returns, which contained tel ephone expense deducti ons.

Section 15-31-101, MCA, specifies organizations
subj ect to taxation in Mntana: “(1) The term
“corporation” includes associations, joint-stock conpanies,
common-law trusts and business trusts which do business in
an organized capacity, and all other corporations whether
created, organized, or existing under and pursuant to the
| aws, agreenents, or declarations of trust of any state,
country, or the United States.” The DOR's position is that
Gal | agher, I nc. is a corporation according to the
definition above. “(2) The terms “engaged in business”
and “doing business” both nean actively engaging in any
transaction for the purpose of financial or pecuniary gain
or profit.” The DOR's position is that Gallagher, Inc. is
engaged in transactions for financial gain or profit.
Those transactions are investnent in stocks, bonds, etc.,
for capital appreciation.

The fact that Gallagher, Inc. describes itself as
a holding conpany does not exenpt it from Mntana's
corporation |icense tax. Section 15-31-113, MCA, states:
“A corporation is not exenpt from the corporation |icense

tax unless specifically provided for under 15-31-103 (3) or
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15-31-102. Personal holding conpanies are not specifically
exenpted under those sections, consequently, per sonal
hol ding conpanies are subject to Mntana's corporation
license tax.

Montana tax law is tied by statute to federal

gross incone, which nmeans all incone, any incone. Once one
gets there, Mntana |aw takes over. For exanple, Montana
does not allow deductions allowable wunder federal Iaw

unless specified in statute. The Mntana corporation
license tax return begins with federal taxable inconme, |ine
28 fromthe federal return.

ARM 42.26.206 and 42.26.207 support the Montana
Code Annotated in its determnation of business and non-
busi ness incone. According to ARM 42.26.207, incone from
intangible investments (stock, bonds, etc.) is considered
business incone: “. . . (3) Interest income is business
income where the intangible with respect to which the
interest was received arises out of or was created in the
regular course of the taxpayer’'s trade or business
operations or where the purpose for acquiring and hol ding
the intangible is related to or incidental to such trade or
busi ness operations. (4) Di vidends are business incone
where the stock with respect to which the dividends are

received arises out of or was acquired in the regular
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course of the taxpayer’'s trade or business operations or
where the purpose for acquiring and holding the patent or
copyright is related to or incidental to such trade or
busi ness operations.”

The business of Gallagher, Inc. is investrment in
tangible and intangible property for gain or profit. It
does not have any ot her business.

DOR Exhibit H is a spreadsheet prepared by
Melissa Kopp obtained from data on the taxpayer’'s
corporation license tax returns for the audit period. The
spreadsheet shows, for each year of the audit, the total
incone subject to apportionment that was reported by
Gal | agher, Inc., the incone that was apportioned by
Gal | agher, Inc., to Mntana for each year of the audit, and
the income that was not apportioned to any other state for
each year of the audit. Under the taxpayer’s reasoning,
approximately half a million dollars would not be subject
to taxation by any state.

Del aware does have a corporation income tax. An
entity is subject to that tax when it actively engages in

business activity within the state of Delaware. Ms. Kopp

testified that Gallagher, Inc. did not file a corporation
income tax return in Delaware, to her know edge. She
stated Gallagher, Inc. is not subject to the corporate

21



inconme tax in Delaware because a corporation maintaining a
statutory corporate office in the State (of Delaware) but
not doing business within the State is exenpt from taxation
in Delaware. In addition, Gal | agher, I nc. had not
established a taxable nexus in Delaware, according to M.
Kopp. Gallagher, Inc. has filed information with the state
of Delaware clainmng exenption from corporate incone tax.
Taxpayer's Exhibit 2 contains documents entitled “Del aware

Informati on Return Hol ding Conpany/|nvestnent Conpany” for

various years during the audit period. It reports
information on investnent conpanies incorporated in
Del awar e. Gal | agher, Inc. reported that it does not

receive rental income from real property located within
Del aware, it does not receive rental incone from tangible
personal property located within Delaware, it does not
provide accounting and bookkeeping, |egal, consultation,
investnment advice, collections, nanagenent or conputer
services in Del aware. These responses woul d indicate that
Gal | agher, Inc. would be exenpt from corporate incone tax
in Del anare. In essence, Gallagher, Inc. has reported to
the state of Delaware that it does not conduct any business
activity within that state.

In his post-hearing brief, received by this Board

on June 17, 1999, M. Beatty provided the Board with a
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conpl ete nexus analysis in response to the taxpayer’'s claim
at the hearing before this Board that it did not have nexus
with Montana. M. Beatty discussed the Due Process C auses
of the United States Constitution and the Mntana
Constitution to counter the taxpayer’'s argunment that the
subj ect assessnent violates the Due Process C auses. Due
process concerns the “fundanental fairness of governnental
activity.” Quill, 504 US at 312. M. Beatty concluded
that “al though a corporation’s physical presence is Mntana
is no longer a prerequisite to satisfy the Due Process
Clause of the United States Constitution, Gallagher’'s
physical presence, through its enployee’'s actions in
Montana, clearly neets the threshold requirenent of the Due
Process C auses.” The Due Process Clause “requires sone
definite link, sonme mninmum connection, between a state and
the person, property or transaction it seeks to tax.” M.
Beatty wites “Although many cases involving the Due
Process Cause of the United States Constitution were
deci ded on the basis of sone sort of physical presence in a
state, in Quill the US. Suprene Court expressly overruled
that requirement. Quill, 504 U S at 306.

M. Beatty also discusses the nexus requirenent
of the Conmerce Clause of the United States Constitution

which concerns the effect of state regulation on the
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national econony. He states “A state’'s tax wll not
violate the Commerce Clause if it is levied on a party with
substanti al nexus with the taxing state, is fairly
apportioned, does not discrimnate against interstate
commerce, and if fairly related to the services provided by
the state.” He further discusses each of these items in
detail and reaches the conclusion that the assessment in
di spute does not violate the Comerce C ause of the United

States Constitution.

DI SCUSSI ON

The Board finds that the evidence and testinony
in this matter has denponstrated that all of Gallagher’'s
business activities are performed from Montana. Al of
Gal | agher’'s enployees clained their salaries as Montana
incone. Gallagher did not dispute that the transactions it
entered into were intended to nmke a profit and did, in
fact, result in profit. Testinony at the hearing indicated
that the agents of the corporation directed the investing
activities froman office/residence in Mssoula, Mntana.

M. Kero agreed that the incone at issue should
be allocated to the state of domcile. He testified that
Gal | agher, Inc. did not file corporate incone tax returns

in Del aware. M. Geen speculated that “maybe we should
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have filed a return in Del avare.”

The tax return filed by Gallagher, Inc. in
Del aware was a franchise tax return. This appears to
essentially be a fee that corporations nust pay to the
state of Delaware which is not based on federal or state
gross incone. Gal | agher, Inc., because it has less than
3,000 shares outstanding, pays $40 annually as a franchise
t ax.

Del aware Code (DOR Exhibit B) provides for
exenption from taxation in Delaware for: “OooL L (8)

Corporations whose activities wthin this State are

confined to the mintenance and nanagenent of their
intangi ble investments or of the intangible investnents of
corporations or business trusts registered as investnent
conpanies . . .and the collection and distribution of the
income from such investnents or from tangible property
physically located outside this State. . .” M. Kero
pointed to this as the section of Delaware code which
qualifies Gallagher, Inc., for exenption of taxation in the
state of Delaware This Board's interpretation of the above
Del aware code is that investment nanagenment nust occur
inside the state in order to qualify that corporation for
taxation in Delaware. . However, M. Kero testified that

“nobody inside of the state of Delaware” nmnages the
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investnents of Gall agher, Inc.

M. Kero acknow edged, in response to a question
by DOR counsel, that Gallagher, Inc.'s investnent activity
was nmanaged and directed from W J. and Rosenary
Gal | agher’s hone in Mssoula, Montana. He stated that
there was a period of time when office rent was paid to a
M ssoula accounting firm to rent an office upstairs from
the accounting firm generally during the summer nonths.
M. Gallagher rented this office space not only for
Gal | agher, Inc., but also for his personal investnents.

The corporation license tax returns filed by
Gal | agher, Inc. showed that it had a payroll. Gal | agher,
Inc. paid W J. Gallagher for being a corporate officer and
for managing and directing the investnents. Wien M.
Gall agher filed a tax return on this income, he filed his
personal income tax return and paid income taxes in Montana
because he considered hinself to be a Mntana resident for
income tax purposes.

The Gallaghers resided in California during April
through October of the audit years. M. Kero testified
that the Gallaghers did not claim any sort of business
residence while they were in California nor did they pay
inconme tax to the state of California for any of the incone

M. Gallagher received while he was directing and managi ng
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the investnment activities of Gallagher, Inc. during their
stay in California. M. Kero also acknow edged that, for
the audit period, the two items on the state corporate tax

i ssues practice guide which were answered with “no”, should

actually have been answered “yes” for the audit period:

yes”, in response to question 3, “does the corporation
have an office, agency, warehouse, or other business
location owned or leased in the state?” and “yes” in
response to question 11 (b), “does the corporation have
enpl oyees or representatives who perform any of the
following activities in the state - engaged in manageri al
or research activities?”

The taxpayer spent considerable tine conparing
its situation to that in Jewel Conpanies. The Board finds
that such conparison is inappropriate. Gal | agher, Inc.
does not have any wholly owned subsidiaries that are doing
sonething entirely unrelated to what Gallagher, Inc. does,
which is to invest. Jewel Foods was a retail grocery store
operation which conducted a trade or business activity. It
had a Mexican subsidiary which it ultimately sold. Jewel
Foods was not in business of «creating and selling
subsi di ari es. The ordinary course of Jewel’s business was
selling groceries. Montana incorrectly, according to this

Board and the courts, tried to make that Mexican subsidiary
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unitary with Jewel Foods and to apportion that non-business
i ncone. Upon questioning by the DOR, M. Kero testified
“It is Gallagher, Inc.’'s position that it is not a unitary
business.” (Walt Kero testinobny, State Tax Appeal Board
hearing, My 13, 1999.) It appears that Gallagher, Inc.
had filed its returns as a unitary business but has since
changed its mnd.

As to the issue of a tardy response from the
Department of Revenue director, M. Kero is correct. The
director’s office should have either asked for an extension
or have responded in a tinely manner. However, failure to
do so does not result in an abatement of the assessment or
any other consequences favorable to the taxpayer. The
statutory requirenents of Section 15-1-211 (4) (c) are only
a guideline. The statute does not provide penalty for
failure to conply.

In its post-hearing brief, the taxpayer also
argued that it has not received fair treatnent because the
anount of the revised assessnent to the taxpayer was not
di sclosed until the May 13, 1999 hearing before this Board.
Wiile it may have been a professional and efficient gesture
on the part of the Department of Revenue to include that
addi ti onal assessnent with the Final Agency Deternmination,

a prudent corporation certainly would have taken it upon
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itself to make an inquiry as to the anount of the
addi tional taxes due and owing, especially since it knew
that interest was continuing to accumlate, and to
determine how best to stop the interest from accunulating
while the issue made it way through the appeal process.
CONCLUSI ONS OF LAW

1. Section 15-31-101, MCA, sets forth those
corporations which are subject to tax in Mntana and
provides, in pertinent part:

. (2) The terns “engaged in business” and

doi ng business both nean activity engaging in

any transaction for the purpose of financial or

pecuniary gain or profit.

(3) Except as provided in Sections 15-31-

103 or 33-2-705(4), MCA, or as may be otherw se

specifically provided, every corporation engaged

n business in the state of Mntana shall annually

pay to the state treasurer as a license fee for

the privilege of carrying on business in this

state the percentage or percentages of its total

net income for the preceding taxable year at the

rate set forth in this chapater

2. ARM 42.23.102 al so provides:

(1) A corporation is “doing business” or

“engagi ng in business” in Mntana when it

actively engages therein in any profit

seeking activity. The fact that its

activities may result in a loss is not

material .

3. Regardless of its state of incorporation,
Gal | agher, Inc.’s comercial donmicile is Mntana. Section

15-31-302, (2), MCA, defines “commercial domicile” as the
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“principal place from which the trade or business of the
taxpayer is directed or managed.”

4. Gal |l agher, Inc. is not entitled to an
abatenent of the subject assessnment under the 60 day rule.
Section 15-1-211 (4) (C, MCA provides that the Director
of the Departnent of Revenue shall issue a witten final
agency decision within 60 days after the taxpayer has
presented its objections. The statute does not provide an
abat enent of the assessnment upon failure by the Director to
conply, however.

5. The appeal of the taxpayer is hereby denied
and the decision of the Departnent of Revenue is hereby
af firned.

ORDER

IT |'S THEREFORE ORDERED by the State Tax Appeal
Board of the State of Mntana that the taxes and interest
assessed are properly due and ow ng.

Dated this 13th of July, 1999.

BY ORDER OF THE
STATE TAX APPEAL BOARD

(SEAL)

GREGORY A. THORNQUI ST, Chai r man

JAN BROM, Member

JERE ANN NELSON, Menber
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NOTICE:  You are entitled to judicial review of this Oder
in accordance wth Section 15-2-303(2), MCA Judi ci al
review may be obtained by filing a petition in district

court within 60 days follow ng the service of this Order.

31



CERTI FI CATE OF SERVI CE

The undersigned hereby certifies that on this
13th day of July, 1999, a true and correct copy of the
foregoing has been served on the parties hereto by
depositing a copy thereof in the US. Mils, postage
prepai d, addressed to the parties as follows:

Wal't Kero, CPA

Junkerm er, dark, Canpanella and Stevens, P.C.
P.O Box 8929

M ssoul a, Montana 59807

Brendan R Beatty

Tax Counsel

O fice of Legal Affairs
Depart ment of Revenue
Sam M tchel | Building
Hel ena, Montana 59620

Lynn Chenowet h

Bur eau Chi ef

Cor poration License Tax Bureau
Depart ment of Revenue

M tchel | Building

Hel ena, Mbntana 59620

Donna Eubank
Par al egal
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